The Impact of Dividend Reduction on Shareholders Wealth -Evidence from Australia
Introduction
The idea that changes in dividends convey information has existed for over five decades. Bhattacharya (1979) , Ambarish et al. (1987) , John and Williams (1985) , and Miller and Rock (1985) develop theoretical arguments for dividends as signalling mechanism of future firm value. Consistent with the notion that dividend changes are used as signalling device, empirical researchers have documented positive price reactions when firms increase dividends and negative reactions when they reduce dividends (see for example Aharony and Swary (1980)) Of particular interest to our study is reduction in dividends and their impact on stock prices. Dividend reductions have been studied by Woolridge (1988, 1989) , Christie (1994) , Sant and Cowan (1994) , and others. Several recent papers find support for the interesting finding that dividend reductions are more informative than dividend increases (see for example, Jensen and Johnson (1995) , Leftwich and Zmijewski (1991) and Michaely, Thaler and Wormack (1995) .
Based on our survey of the literature, we find it interesting to study dividend reductions and their impact on stock prices for these reasons:
1. There are no existing studies in the Australian context on dividend reductions and their impact on stock prices.
2. Australia follows the dividend imputation policy as opposed to the traditional double taxation policy prevalent in countries such as the U.S.
3. Australian firms follow the policy of paying interim and final dividends. This custom is not practiced in countries such the U.S.
Australian firms pay dividend twice a year (interim and final) consistent with UK (see for example Balachandran (2003) : the first payment at mid-year referred to as the interim payment and the second and final payment commonly known as the final dividend. Interim payments are much smaller on average than final payments. Balachandran (2003) argue that a dividend reduction at the interim stage would convey to the markets an unavoidable urgency to conserve cash and as a consequence, greater share price reactions would be observed at the interim stage than at the final stage and find support for this hypothesis. As such this paper investigates the impacts on prices of initial interim dividend reductions and initial final reductions for firms that did not reduce their dividends in the previous two-year period in Australia. In this paper, we also categorise dividend reductions into cuts and omissions to examine whether they have different stock price impacts.
The plan of this paper is as follows. Section 2 discusses the research design, while Section 3 presents the empirical results using standard event study methods and crosssectional regression analysis. Finally, our conclusions are presented in Section 4. Omissions, and Final Omissions. We use the same categories in the rest of our analysis. We notice that in general, the number of interim omissions in a given year exceeds the final omissions, while the number of final cuts usually outnumbers the number of interim cuts.
Research Methods

Data and Sample Selection
Since omissions convey a sense of urgency in conserving future cash flows, there seems to exist a predilection to omit interim dividends in preference to final dividends. On the other hand, cuts occur during periods of milder declines in profitability. In general, the managers, therefore, tend to cut the final rather the interim dividends in order to avoid sending a stronger negative signal.
In Panel B of Table 1 , we present our sample broken down by industry classification for each of the four categories of dividend reductions. We find that two of the industry sectors, viz., Materials and Capital Goods account for over 30% of our sample of dividend reductions. Diversified financials, Food, Beverage and Tobacco, Real Estate and Retailing together account for about 29% of the sample. The other 41% is distributed across all other sectors.
Firm Characteristics of Dividend Reducing Firms
In Table 2 Panel A we show some of the characteristics of our sample categorised on the basis of interim and final dividend reductions. We find that the prior year profitability as measured by NPAT/TA t-1 is lower for the Interim Reductions as compared to the Final Reductions subsample. The median current period profitability is also significantly lower for firms that reduce interim dividends as compared to final dividend reducing firms.
Furthermore, the change in profitability as depicted by ∆NPAT/TA is significantly more negative for interim dividend reducers as compared to final dividend reducers. Taken together, these variables indicate that firms which face lower profitability and steeper declines in profitability tend to prefer reductions in interim dividends rather than postpone the reductions to final stage. Another interesting fact that emerges is that the market value of interim dividend reducers is significantly lower than that of final dividend reducers. The book-to-market ratio at the balance sheet date immediately prior to the year of dividend reduction is higher for interim dividend reducers than that of final dividend reducers. This finding implies that firms with higher growth opportunities (or lower tangible assets) tend to defer their dividend reductions to a future period. Finally, we find that interim dividend reducers have significantly higher idiosyncratic risk as compared to final dividend reducers.
These findings denote that smaller and riskier prefer to conserve cash by choosing to go for interim reductions instead of deferring their reductions to the final dividends.
In Panel B of 
Return generating processes and test statistics
This study employs the market model (MM) to examine the daily abnormal returns around announcement dates. Model parameters were estimated using 200 observations, commencing 260 days prior to the event. The market model was used to estimate the abnormal returns, with an estimation period 260 days prior to the announcement day to 61 days before the announcement day (day -260 to day -61). The market proxy used was the Australian All Ordinaries Share Index, which is a broadly based index comprising approximately the top 300 stocks ranked by market capitalization. This study uses the t-test statistic (standardized residual test statistic) to report the significance levels of the price reaction. The daily returns were measured using logarithm returns after the adjustment for dividends on ex-dates. The abnormal returns for announcement periods were generated for different events windows: -day -2 to day 2 (two days before to two days after the announcement), day -1 to day 1 (the day before to the day after the announcement), and day 0 to day 1. These event windows were used to control for leakages and for "after hours"
announcements (which are particularly likely for announcements of bad news).
Price Reaction to Dividend Reductions
Announcement effects
In table 3, we report results regarding the stock price reaction to dividend reductions of Australian firms. We report mean and median abnormal returns and the standard residual ttests (SRT) employing the market model for dividend reduction for the periods; the two day before the announcement date to two day after (day-2 to day +2); the day before the announcement date to day after (day-1 to day +1); the day before the announcement date (day 0 to day 1). Panel A represents price reaction to dividend reductions for all as well as interim and final dividend reductions. Panel B represents price reaction to interim cuts and final cuts.
Panel C represents price reaction to interim omissions and final omissions.
The results from Panel A of Table 3 indicate that the 5-day mean CAR surrounding the announcement of all reductions is a statistically significant -3.36%. Interim dividends evoke a much stronger negative response of -4.75% as compared to -2.15% for final dividend reductions. Both results are statistically significant at the 1% level. Results reported for other event windows to (-1, +1), (0,+1) provide similar results.
Interim dividend reductions are seen as bad news while final dividend reductions are viewed less negatively. This implies that the market is able to infer deteriorating performance of firms that subsequently reduce interim dividends. In the case of firms that reduce final dividends, the market holds a more benign view regarding future prospects.
The results of Panel B show the price reaction to announcement of interim dividends cuts, interim dividend omissions, final dividends cuts and final dividend omissions.
Omissions evoke much stronger negative response as compared to cuts. The 5-day surrounding announcement (-2,+2) averages -7.05% for interim omissions as compared to -3.21% for interim cuts. Similar results are found for (-1,+1) and (0,+1) windows. Similarly for final omissions we observe stronger negative reaction as compared to final dividend cuts.
Our results are consistent with the view that omissions indicate steeper deterioration in a firm's future prospects while cuts follow moderate declines in a firm's profitability.
The 5-day (-2,+2 window) shows that interim omissions are accompanied by a strong reaction (-7.05%) compared to (-3.28%) for final omissions. Results are robust to alternate window specifications such as (0,+1) and (-1,+1). The results are consistent with the view that interim omissions convey more bad news as compared to final omissions. Price reaction results also indicate that market views interim dividend cuts as more negative compared to final dividend cuts. Results are robust to alternate windows.
Cross sectional Analysis
A regression model is used to test the sensitivity of the results reported in section 3.1 after controlling the variables that may influence the price reaction. The dependent variable is the abnormal return from day -1 to day 1. The set of explanatory variables and their anticipated signs (in parenthesis) are BM t-1 is the ratio of book value of total assets to market value of total assets. This is a control variable and is used as a proxy for the extent and quality of investment/growth opportunities. Table 4 contains the results. The dividend reduction (DRED) variable has the expected sign and is statistically significant in all models. The dummy variable DIOF has the expected sign and is statistically significant at the 5% level. It is consistent with the hypothesis that an interim dividend reduction provides a greater "shock" (Interim shock effect). The coefficient of BM t-1 is not significant. PRECAR is negative and statistically significant as expected indicating that prior anticipation of bad news attenuates the price response at the announcement of dividend reductions LMV and Gearing ratio t-1 are not statistically significant.
Summing up, the market reacts more negatively to dividend reductions when the percentage of cuts is larger, when interim rather than final dividends are reduced, and when reductions are anticipated (or leaked) prior to the actual announcements.
Determinants of the level (percentage) of dividend reduction
We conduct Tobit regressions using the percentage of dividend reduction as the dependent variable. The results are portrayed in Table 5 . In Panel A, we display results for the full sample. As expected previous year's profitability as measured by NPAT/TA t-1 has a negative coefficient, indicating that firms with lower prior year profitability tend to cut dividends more other things being equal. The decline in current year profitability as compared to previous year, ΔNPAT/TA also has a negative sign indicating that firms facing a steeper decline in profitability tend to make deeper cuts in dividends. Idiosyncratic risk has a positive and highly significant coefficient in the Tobit regressions. Firms with high idiosyncratic risk tend to make steeper cuts in dividends other things being equal. Finally the coefficient of LMV (logarithm of the market value of the firm) is negative denoting that large firms tend to make less steeper cuts in dividends as compared to smaller firms ceteris paribus.
In Panel B of Table 5 , we show the results for the sub-sample of interim dividend reductions. As in the case of full sample NPAT/TA t-1 has a negative coefficient, indicating that firms with lower prior year profitability tend to cut dividends more other things being equal. ΔNPAT/TA is negative and significant but only at the 10% level. Idiosyncratic risk has a positive and highly significant coefficient in the Tobit regressions. But the coefficient is smaller compared to the full sample. Finally the coefficient of LMV (logarithm of the market value of the firm) is not significant. In Panel C, we show the results for firms that reduce final dividends. In general, the coefficients tend to larger in magnitude as compared to the interim dividend sub-sample.
Summing up, prior year profitability and decline inn current year profitability are the major determinants of the level of dividend reductions affirming the importance of profitablity in dividend reduction decisions. Firms with higher risk and lower market capitalisation tend to cut dividends more steeply, implying that they are most vulnerable to downturns. Cutting dividends somewhat steeply is likely to conserve their cash position and seems to be the preferred decision by managers.
Decision to reduce dividend at the interim level than final
We next look at the determinants of the decision to cut the interim dividends versus final dividends. Interim dividends will be cut when the firm is in dire straits. The decision to hasten the cuts and reduce the interim dividends is more likely for financially vulnerable firms. Clearly prior year profitability should be one of the major determinants. When the profitability has only declined mildly, managers tend to cut final rather than interim dividends. The size of the firm is expected to also have a bearing on the decision. Small firms are financially more vulnerable and when faced with profitability declines are more likely to reduce interim rather than final dividends to conserve cash. In order to test these conjectures, we conduct probit regressions and report the results in plays no significant role in the decision to cut Interim as opposed to Final dividends.
Conclusion
In this paper we examine the stock price reaction to dividend reductions of Australian firms during the period 1995-2006. Dividend reductions are associated with negative stock price reaction. The reaction is stronger for omissions as compared to cuts. This is because firms cut dividends in response to moderate declines in profitability as opposed to omissions which are motivated by significant declines in future prospects. Interim reductions produce stronger negative abnormal returns as compared to final dividend reductions. We believe that firms cut or omit interim dividends only when they are in dire straits. The immediacy of the dividend reductions is probably responsible for the stronger market reaction. Our study reinforces the view that interim dividend reductions contain a strong signalling element.
We find that size of the dividend reduction depends on the riskiness of the firm (idiosyncratic risk), size of the firm prior year profitability and changes in the profitability.
We also find that reduce dividend at the interim level rather than delay to final stage depends on the prior year profitability and size of the firm. Table 4 provides cross-sectional results for the dividend reductions firms. The dependent variable is three-day abnormal returns, employing the market model. Independent variables are the percentage dividend reduction (Dred), pre-announcement abnormal returns from day -60 to day -2 (PRECAR), the natural logarithm of the market value (LMV), book to market ratio (BM), gearing ratio (equity to total assets) at the balance sheet date immediately prior to the dividend reduction announcement and dummy variables DIOF. DIOF equals 1 if the firm reduces its dividend at the interim stage and zero if the firm reduces the dividend at the final stage. *Significantly different from zero at the 10% level, ** significantly different from zero at the 5% level and *** significantly different from zero at the 1% level.. Significantly different from zero at the 10% level, ** significantly different from zero at the 5% level, and ***significantly different from zero at the 1% level. 
